8 August 2025

UK in Focus

Stagflation risks
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¢ The Bank of England cuts Bank Rate by 0.25ppts in August
¢ GDP growth lacks direction amid ‘temporary’ pressures...

+ _..while inflation is expected to stay above 3.5% throughout
the rest of 2025

The ‘stag’ is weak and lacks direction...

UK GDP growth fell for a second consecutive month in May, albeit grew 0.5% on a
three-month-on-three-month basis, driven by all three broad sectors. However, the
degree of uncertainty in the data is elevated and likely distorted by a range of
temporary factors including the front-loading ahead of tariff and stamp duty changes,
and retail seasonality adjustments. Nonetheless, underlying economic growth is
weak and lacks direction. The PMlIs point to little momentum in activity amid
continued pressures, notably from higher labour costs that are translating into soft
employment demand; the unemployment rate rose to 4.7% in the three-months to
May. Meanwhile, GfK consumer confidence in July was lower than a year ago.

But all is not lost, many of the factors currently weighing on sentiment are one-off
‘shocks’ the effects of which should subside. Indeed, many indicators are off their
March/April lows and forward-looking indicators from both consumers and businesses
are more positive. Consumers, while pessimistic about the economic outlook (chart 1),
are relatively more certain of their own personal financial situations going forward.
Perhaps in part a reflection of wage growth and falling interest rates helping to offset
the impact of higher prices. A clear risk lies in the upcoming Autumn Budget, not only
in terms of possible policies announced, but also the uncertainty in the lead-up to it.

...while the “flation’ is strong and sticky

The headline rate of CPI inflation rose to 3.6% y-o0-y in June from 3.4% in May.
Some of that acceleration is of little concern; however, there were signs of price
stickiness. Although services inflation was unchanged at 4.7%, core services (chart
2) rose 0.3ppts by our estimates. At its August policy decision, the BoE raised their
near-term inflation profile — expected to stay above 3.5% through the remainder of
2025 - and pointed to increased risks of second-round effects via inflation
expectations, which remain elevated, and the potential translation into wage growth.

Nonetheless, wage growth has moderated, and the BoE cut Bank Rate by 0.25ppts
to 4.00% in August. But rates setters are divided, and although that is not new, it
points to a lack of improvement in clarity over the outlook for the UK economy. The
BoE will need to continue to tread a fine line between managing medium-term price
stability and unnecessarily damaging growth. We maintain our view that further
moderations in wage growth will help to alleviate inflationary concerns and enable
Bank Rate to fall further but the risk is on the side of a slower pace of rate cuts.
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1. Consumer confidence in their future personal financial situations is up from its April
low, but confidence in the economy continues to deteriorate
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2. Services inflation has seen limited downward progress while core services prices
accelerated in June
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3.HSBC and financial markets see further Bank Rate cuts
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Disclosure appendix

Important disclosures

1
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This report is dated as at 08 August 2025.

All market data included in this report are dated as at close 07 August 2025, unless a different date and/or a specific time
of day is indicated in the report.

HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of
Research operate and have a management reporting line independent of HSBC's Investment Banking business.
Information Barrier procedures are in place between the Investment Banking, Principal Trading, and Research businesses
to ensure that any confidential and/or price sensitive information is handled in an appropriate manner.

You are not permitted to use, for reference, any data in this document for the purpose of (i) determining the interest
payable, or other sums due, under loan agreements or under other financial contracts or instruments, (ii) determining the
price at which a financial instrument may be bought or sold or traded or redeemed, or the value of a financial instrument,
and/or (iii) measuring the performance of a financial instrument or of an investment fund.
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